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In February, President Armando Calderon Sol announced a bold economic plan or
"platform" (Plataforma Economica para el Desarrollo Social Integral del Pais) which is aimed at
accelerating the country's integration into the global economy. The crux of the plan is to make
El Salvador attractive for foreign investment. The plan calls for a thorough economic makeover,
concentrating on four major strategies: currency stabilization, tariff reduction, modernization of the
state, and tax reform. In addition, the administration is drawing up a social-spending program to
mount a war on poverty.
The Calderon Sol administration has prepared a legislative proposal for a "convertibility law,"
which is now under debate in the legislature. The bill would fix the national currency at 8.75 colons
per US$1.00, which would clear the way for "dollarization" pegging the colon to the US dollar. Thus,
the colon would rise or fall in value along with the dollar in relation to world currencies, eliminating
the need to exhaust dollar reserves to defend the colon from speculative and devaluationary
pressures. Dollar reserves would instead be used to back the value of the colon, making it instantly
convertible to the US currency. That, in turn, would make the colon much more attractive to foreign
investors, hopefully luring greater capital inflows to the country.
In effect, the convertibility law would restrict fundamental Central Bank powers to manipulate
the value of the currency, especially the power to emit local currency as national policy dictates.
The bank would be required to sell dollars at the fixed rate and to maintain dollars in reserve
for all colons in circulation. To make dollarization possible, El Salvador would rely on its dollar
reserves currently at around US$780 million and an estimated US$990 million in unofficial reserves
that are expected to enter the economy as family remittances from abroad during 1995. These
family remittances, sent home by Salvadorans working in the US, totalled US$958 million last year,
outstripping the foreign exchange earned through exports, which only totalled US$500 million in
1994. Perhaps the most daring part of the economic plan is tariff reduction.
As Calderon Sol outlined it in February, the government would begin drastically reducing tariffs
immediately and eliminate them altogether after 1998. However, responding to criticism from the
business community, later versions of the plan set a less specific timetable. Still, the main lines of
the tariff reform remain in place starting with an immediate reduction in tariff rates on capital goods
and raw materials from 5% to 1%. This would improve the competitive position of manufacturers in
the short term, although exposing them to world competition as the tariff on finished goods is axed.
Reductions in the tariff on consumer goods would lag behind those on industrial inputs, remaining
at the current 20%, then dropping in stages to zero over the next several years. To compensate for
the loss of government revenue caused by the lowered tariffs, the economic plan proposes a sizable
increase in the value added tax (impuesto al valor agregado, IVA) from 10% to 14%. The legislature
is now considering the administration's tax measure, which Treasury Minister Enrique Hinds said
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will hold down inflation as well as help finance other parts of the economic plan. As an added
argument in favor of the tax hike, Hinds said the increase will also help pay for the remaining costs
of carrying out the peace process, estimated at US$138 million (see NotiSur, 05/12/95).
Also included in the bill are taxes on selected imported consumer goods, especially such luxury
items as cars, liquor, and cigarettes. The final component of the economic plan modernization of
the state is an omnibus concept that includes reduced government spending and a corresponding
elimination of the fiscal deficit, which was equivalent to 1% of GDP in 1994. The key element
in modernization is the liquidation of state-owned firms. What remains of the state functions
when the privatization process is completed would, under the plan, be made less costly through
decentralization and the application of modern administrative methods, personnel training, and
other programs. To date, privatization has basically been limited to state-owned banks, sugar mills,
and a hotel. Under the new plan, the government would now proceed to privatize major enterprises
such as the telephone service (Administracion Nacional de Telecomunicaciones, ANTEL) and the
electric service (Comision Ejecutiva Hidroelectrica del Rio Lempa, CEL).
Within the overall strategy of the new economic plan, the Central Bank has set monetary and
financial goals for 1995 consistent with the central purpose of making the country ready for global
competition. Central Bank president Roberto Orellana Milla announced a target of 7% growth
in GDP as compared with the 1994 figure of 6%; inflation of between 6% and 8%, compared with
8.9% in 1994; foreign reserves of US$960 million, up from US$780 million the previous year; and a
reduction of the fiscal deficit from 1% of GDP in 1994 to just 0.6% this year. An ancillary plan, which
the administration announced in March, is aimed at reducing the numbers of the poor by 50%. More
than half of the country's 5.3 million inhabitants live in poverty, according to government statistics.
The plan would include government spending to improve education, housing, potable water
systems, and public health, among other things. Minister of Planning Ramon Gonzales said the
goal was nothing less than "the systematic reduction of poverty until it is totally eradicated."
Administration officials say some of the funds for the massive social spending that would be
required to meet the initial targets in the antipoverty campaign will come from government
revenues augmented by the proceeds from the sale of state-owned firms and from other aspects of
the economic plan. Government spending on social programs is slated to rise from the current 28%
of the budget to 50% by 1999. Additional sums are expected from multilateral lending institutions
such as the Inter-American Development Bank (IDB), which is considering several social-support
loans totalling US$290 million. Meanwhile, reactions to the president's new plan have been mixed.
So far, of the plan's various components, currency reform seems particularly controversial. Business
groups, for example, are asking why the colon, which is already reasonably stable against the dollar,
needs dollarization. In addition, the multilateral lending institutions, whose approval and financial
support is vital to any macroeconomic reforms, have so far been unenthusiastic about the idea.
Spokespeople for both the IDB and the World Bank have said that El Salvador is not ready to tie its
dollar reserves to the colon until the economy shows even more impressive macroindicators than
those outlined in the Central Bank's monetary and financial goals for 1995.
The World Bank economist for Latin America, Sebastian Edwards, said the economy should
have a healthy budget surplus, lower inflation, and much larger foreign reserves before risking
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dollarization. Furthermore, the huge influx of dollar remittances, say some independent observers,
is too volatile to serve as long-term undergirding of the currency. In addition to the currency
debate, opposition to many other aspects of the plan is also growing, not just among the business
community, but among the country's centrist and left- leaning political parties, among labor
organizations, and even among El Salvador's economic partners in Central America. The private
sector business group Asociacion Nacional de la Empresa Privada (ANEP), which is politically allied
to Calderon Sol's governing party (Alianza Republicana Nacionalista, ARENA), drew back from its
initial support for the plan after considering the possible negative impact on national production of
a zero tariff and the inevitable social protest over higher taxes and worker layoffs from privatized
firms.
The trade portion of the plan drew particular criticism from the business community as well as
from the leftist Partido de Convergencia Democratica because of the likelihood that an abrupt
trade opening through drastically reduced or nonexistent tariffs on consumer goods would place
agriculture and manufacturing at great risk from foreign competition. ANEP would like to see a
tariff policy of gradual reductions coordinated with those of other countries of the region, which is
essentially what El Salvador's partners have agreed to in the process of Central American economic
integration and tariff cooperation. In fact, doubts about the economic plan surfaced among El
Salvador's neighbors after the proposals were unofficially announced at the end of 1994. The Central
American presidents voiced cautious approval of the plan when Calderon Sol met with them at
a January meeting of the region's economic and tariff council (Consejo Economico y Arancelario
Centroamericano).
But then, at a February meeting, the presidents cautioned against any rapid removal of tariffs and
advised Calderon Sol to submit the currency proposal to the council for evaluation. Honduran
Finance Minister Delmer Urbizo said that the Central American markets "are not ready for a total
opening." A major concern in Central America especially in Honduras and Nicaragua, which have
the weakest economies at the moment is that the economic plan will siphon badly needed capital
into El Salvador from the rest of the region, or even entice manufacturers to relocate there from
their own countries. Further, a race to eliminate tariffs could cripple the finances of El Salvador's
neighbors, which do not have El Salvador's relatively large foreign reserves. Already Costa Rica
and Guatemala have moved to increase tariffs rather than lower them to bring fiscal deficits under
control (see Chronicle, 05/11/95). Honduran President Carlos Roberto Reina said in February that
Central American countries should work together as a trade and tariff bloc, "but that cannot be
achieved while one is trying to become the Hong Kong of the Americas."
Finally, since January, Salvadoran workers have protested against the announced acceleration of
privatizations, and against the tax increase, despite assurances by Treasury Minister Hinds that
privatization would proceed slowly enough to give the private sector time to absorb laid-off workers.
Among other things, for example, some 5,0000 workers held a protest march in San Salvador
on May 15 to voice their opposition to the increase in the IVA which is now under debate in the
legislature and to demand that the government discard plans to sell off the telephone and electric
industries. [Sources: Associated Press, 02/05/95; Notimex, 02/02/95, 04/07/95; Central American
Report, 02/03/95, 03/31/95; Inforpress Centroamericana (Guatemala), 02/09/95, 04/20/95; Inter Press
Service, 01/11/95, 02/03/95, 02/07/95, 03/30/95; Agencia Centroamericana de Noticias Spanish News
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Service, 01/12/95, 02/14/95, 03/08/95; United Press International, 04/26/95, 04/27/95; Agence FrancePresse, 01/13/95, 01/20/95, 02/28/95, 05/11/95; Reuter, 02/28/95, 03/28/95, 05/15/95]
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